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UNE-P Liconomices: Revenue Impact - Qwesl

Phas: Plus; Plus Pius Total Less = Total
Basic Local Service SLC Verlical serv.  Accessintral ATA toll USF Retail Revenue UNE.P Revenue Lost
Anzona T 600 840 500 0.56 w1 wuw | a6
Colorado 1492 600 800 500 0.56 348 1288 2160
Idaho 14 48 600 800 5.00 056 3404 2714 1159
lowa 1168 472 800 500 056 2996 17 15 12,8
Minnesota 1435 489 800 500 056 32 81 1345 1934
Montana 1673 500 8.00 500 0.56 36 29 AL 895
Nebraska 1923 516 800 500 056 37.95 2519 1775
New Mexico 10 66 600 8.00 500 056 3092 7104 L]
Morth Dakota 1769 &0 800 500 [ 56 31 72.90 1415
(heqgon 13R0 600 800 500 0.56 36 0 6h 1270
South Dakota 16 65 500 800 50 056 36N 235 1287
\ltah oy 600 800 400 056 mneg 19.45 i
Washinglon 17 50 597 500 500 156 3198 mniz 2117
Wynming 7231 £ 00 800 .00 056 a7 6 78.26 14 4)
AveragefT otal 13.75 575 8.00 5.00 0.56 33.06 18.33 14.73
Loop Local Swilching Tandem switching  Shared transport
Lirban Suburban Rural per port per MOU per MOU per MOU Avg. UNE-P

Arrona 1R oh 1404 5653 161 Q0028 00014 00009 2810
(R 501 123 KV 186 0an20 1 0070 00070 1288
Idaho 14 A1 0 4097 34 ooniz 00037 o002? M
lowa fan 1564 2721 115 ooan? 00047 nonil 17 1%
Minnesola am 1233 2199 108 00018 00013 1R 11K] 131145
Montana bR L] 234an 2713 +58 00007 0.0068 005 21
Hehraska 1514 1504 7792 247 00007 0.0076 nons? AR
Hew Mexinn 175 20130 %0 '8 oo 000ts 000y FARE|
Horth Dakota 1478 M9 56 44 127 Q0007 0.0084 0044 7nm
Oregon 13595 7570 5% 21 176 GOni3 Q0016 00000 6k
Soulh Daxcla M 8 54 437 184 0on3s 06047 nnGi4 2354
Hah 1417 1716 2029 094 00026 onont 0 11009 194
Washminglon b4t 1135 1276 £34 00917 0.0014 0onz? 17
Wyoming 1991 76 G4 013 264 60038 0006 00003 78 76
Average 1217 19.86 W72 146 0.0017 0.0020 0.0014 131

% UBS Warbure
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UNL-P Economics: Caleulating the Imipacl

2) Estimated Average Retail COGS and SG&A per Line Based on
Existing Wireline EBITDA Margins

— Assumes residential wireline margins are equivalent to total wireline margins

3) Calculated Wholesale EBITDA Contribution
— a) mtimated average wholesale COGS and SG&A per line
- Assume 5% avoided cost in COGS,; 20% avoided cost in SG&A

b) Compared this cost structure to revenue from wholesale UNE-P rates

COGS 5,G&A EBITDA % of COGS % of §,G&A Calculated
{% of sales} {% of sales) margins avoided avoided EBITOA margins
SBC 5% 25% 40% 5% 20% -24%
|74 % 24% 45% 5% 20% 4%
BLS 27% 23% 50% 5% 20% 13%

o LIBS Warburg
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S Warburg

Retad Profitability Wholesale Profitability
Gross COGS Gross S GRA exp. EBITOA | EBATOA Losy FCF FOF Losy
COGS . Profit 5,G&A exp. EBITDA 9% of rel OGS Profit  80% of ret S.GAA EBITDA lost | Revenue Last lost | Revenue Lost
Minots 1085 2014 775 12 40 1030 -139 620 758 19 98 A0% 1339 BU%Y
Indiana o 0 079 AN 172 80 1064 644 640 004 1278 B3 % R 45 56%
Kichigan 14 11 2670 1008 1612 1140 067 806 B71 2485 AR 1% 16 /% 554%
Ohip 1" 2184 840 1344 1117 174 677 348 1697 BA 3% 1134 SR
Wi consn 1164 25 14 978 1559 1296 677 7 A0 108 1661 85 3% (AT %
Calitean 1028 190% 7734 175 97/ 1H 587 196 1571 Ah B7% MY AR
Conne st 1178 2095 BO6 1289 1072 1009 645 364 829 TR B% 620 B
Nevada I st 1151 150 1200 998 1y 6500 519 687 17 1% 457 49%
Arkansas 14 0 R 1279 70 46 7m 044 1023 1067 313 B A% 20 Rh S4%
Kansas 117§ LR A 41 1345 111y 570 673 153 14499 B4 5%, 1004 5%
Missonr 1264 AR 4{ 14 44 1200 76 122 014 1430 Ry 1% anh8 H6%
Okfahorna 1102 A dh 787 1259 47 798 630 168 1046t B0 1%, in 54%
Texas 1370 25 a5 979 156h 1302 4189 78l 294 1860 A h% 17 46 5%
AveragelTotal 1181 2198 845 1393 1124 325 6.76 3.5t 17.04 B5.7% 11.41 58%
Avg. Ameritech 12.16 7258 B F% 1390 11.5% 1.85 6.95 -5.10 18.99 AT A% 71-2‘.‘5 59%
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UNE-P Economics: Prolitability Impact - Verizon

Retail Profitability Wholesale Profitability
Gross COGS Gross 5,G8A exp. EBITDA | EBITDA Lost/ FCF FCF Lost/
COGS Profit S,GAA exp. EBITDA 95% olrel COGS  Profit 80% of rel. S,GAA EBITDA lost Revenue Lost lost | Revenue Lost

Connectioaut 0377 27 Bh 795 1490 9145 1105 636 469 10nA BY% 6745 52%
219 950 2115 736 1379 903, 684 588 096 17 B4 RI6% f48 5%
Celaware E”O FARY] 758 14 08 g21 6 81 LRV1] 080 1378 A3 4, L 55%,
Maryband 1132 7419 L 1643 1075 807 701 106 (KT A4 7, 10 1H 56%
New Jersey A4 18 45 £ 54 12 36 807 457 527 0rs 1311 89 ("% A&7 56%
West Virgirn 15 19 nm 1176 2205 14 42 1202 94 766 19 19 BA (1% 127m H6"%
Pennsyhania 980 21 759 14 22 I3 581 607 076 14 49 B4 9% 947 50%
Vitginia 10172 2252 /83 14 69 961 745 627 114 1350 816% BY? 59"
Maine 517 208 A7 16 36 1070 464 698 24 1869 86 1% 2 q1%
Massar husels 1147 PR K84 16 58 10 85 424 708 7 ha 145 47 B 0% 17 A3 5/ %
New Harmpshue 1010 2116 LRI 15 2] 9497 15 57 b 50 507 617 £94% 408 LiA
New Y ok Ky 7147 784 1397 914 319 55 2717 16 74 BG A% 11406 5%
Rhode tslang 10 /8 2400 835 1565 1074 17 22 668 10 54 511 64 8% 138 43%
Vennont 1 H3 FAY T 843 16 74 1096 289 714 475 094 Bi 7% 1187 58%
Averagefi otal 1005 2y 118 14.59 9.55 5.55 6.22 063 1526 85.3% 10.09 56%

&t UBS Warbure
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Revail Profitabitity Wholesale Profitability
Gross COGS Gross 5,G8A exp. EBITDA | EBHDA Losy FCF FCF Lost/
CoGs Profit S.GAN exp. EBITDA Wholret COGS Profit  80%olrel S.GAA ERITDA lost | Revenue Lost lost | Revenue Lost

Arizona 1n» ik a0% 1287 1979 1740 644 097 191 41 1% 105 23

Crloradn 187 7205 B A% 1357 1128 160 678 51% 1875 BA A% n 3 48"%
Idahny .H?? 2176 837 1339 113 ! 1 670 452 877 15 7% AR} 47%
lowa w0 1911 % ARIN:] iR 738 588 150 10 76 A0 1%, 5 64 A%
Mirnesot 1A 006 B 06 12 90 1072 212 645 17 16 /1 LLEILA 14 A7%
Montana 1754 PAR LB 127 1188 15 46 715 B2 597 6h A% 1M W%
Metraska 1308 20 935 1495 1243 1776 748 579 947 75 8% 537 A7%
Mew Moo 1038 19 2R iay 1186 986 1188 59 595 59§ 61 A%, RILY 38%
North Daknla 12 74 2185 917 14 6R 12 20 10 ¢0 M 136 Hnun 78 A% K27 A%
Oregon 11 AR AR B0 1312 109 978 6 56 Yig 99} 18 2% LX [} A%
South Dakola 17 48 ERTS a9 1126 1185 1169 71) 4 54 970 7h &Y, 53 47%
Uiah 051 152 751 120t 994 946 601 kEL 85 765 8% L] A%
washington 11 2042 78k 1257 10 45 028 624 6§01 18 57 B7 A% Hivrd A8,
Wyoming 1 74 237 1043 15 B4 1400 14 26 842 584 1100 76 4%, h 5 47%
Average/Tolal 118 2117 813 13.00 10.81 7.53 6.50 103 11.98 81 3% 559 5%

% UBSWarbure
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UNI-P Economics: Caleulating the Impact

¢ 4) Estimated Future Line Loss in Each State

— SBC: Lost 692K lines to UNE-P in 2Q, up from 358K in 1Q
- We believe roughly half of these were in June alone
- AT&T entered IL and OH in mid-june, CA in early August
- We expect line loss of 1m in Q3 and 1.2m in Q4

_ BellSouth: Lost 278K fines to UNE-P in 2Q, up from 239K in 1Q
- Losing 100-120/ quarter to reseller in Florida
- AT&T in Georgia and is likely to enter Florida as well
- We expect line loss of 300K in Q3 and 400K in Q4

— Verizon: Lost 110K lines to UNE-P in 2Q, up from 64K in 1Q
- AT&T increasing marketing expenditures in New York
- Announced entry into New Jersey in September
- Expect to enter Pennsylvania in 4Q

- We expect line loss of 230K in Q3 and 500K in Q4

S UBSWarbure
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UNIE-P Economics: What's the Call?

¢ Downgrading the Bells (BLS, SBC and VZ)
-- Expect the group to perform inline with the market over the next 12 months
— Dividend yields should provide a backstop on valuations
¢ Economics of UNE-P worse than expected for the Bells
— Will put additional pressure on Bellwmargin:s and earnings
— SBC and BellSouth are the most exposed
¢ Line Losses Will Likely Accelerate in 2H02
— AT&T and MU

- No near-term regulatory relief expected

4 Long Distance is Only a Partial Offset
— Local revenue is much higher margin than long distance

— To breakeven on the EBITDA line, Bells need 1o add 5.4 long distance customers
for every UNE-P line added

¢ 2003 EPS Estimates are Too High

(%% ”— \\Ne nlow expect 2003 EPS to decline 1.8%; the Street still forecasts growth
UBS Warbuare
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Additional information available npou request. .
Prices of companies mentioned as of ; v
AT&TE Corp 2 T N/A

BelSouth Cotp 2 Bis N/A

Qwest Communications Iniernational Q N/A

SBC Commuaications, Ine. 2 Y N/A

Sprint 1 ON Group 2 I"ON N/A .

Verizson Conusunicalinns 2.57 V7. N/A

WorldCom Group i2 WOOM N/A

L UNS Warbarg TLC and/or one of its aftilises makes o market in the securities o this company.
Z OIS Warhwg LEC UBS PaineWebber Ineansfors one of their allikiates |

secuitiies of this company or nae of it subsudines in the past three yeans, :
570088 Warbuig 1] AT._,... acting as co mamager i underwriting secntitics o Verizon Wirdless
.

cted s nanagerfen mamtger or placeme s agent in underwiiting

o% UBS Warhyure
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United States 2+ August 2002

UNe-P: the Un-Profit

Regulation pressuring RBOC profits

Industry update I
S (S — S—

RBOCs' core profit center is under severe attack from competitive
forces. Reguiators have reduced UNE pricing such that CLECs are using
UNE lines to penetrate the residential and small business markets. In
our view, until UNE pricing becomes more rational, the RBOCs will
suffer steeper profitability squeezes trom CLECs using UNE lines.

CLEC penetration rising: By the end of 2007 according to the FCC,

LECs accounted for 10.2% of the natpn=< 192m switched lines. up
from 7 7% 12 months earlier, a 32% increase in market share. Cable
telephony hnes are increasing at a shightly faster rate than overatl CLEC
ings By the end of 2001, according 10 the FCC. cable teiephnone hines
constituted 11% of CLEC lines (2.2m lines}. and 1% of all switched lnes.

Lost ILEC profits: ILECs lost 1.5m lings in the iast six months of 2001
in tne form of UNEs (unbundled network elements) to CLECs, which we
estimate comes 1o S1bn in lost annualized sales. most of which 15 pure
profit. In a six-month span. then. after taxes. ILEC bottom lines lost
acout S325m in net income., and $4.2bn .n marke! capiahzation
assuming a 13x P/E multiple The Bells controt about 94%, ¢f tne natcr s
Incumpbent access hnes, 50 the RBOCs prnmarniy through UNE. iost
S4bn 11 market capitahization i the |ast half of 200 Tre Selis currently
nave a 5220bn equity markel cap. rheanmg thas CLECs concewably
cesirovec 2% of Bell equity value n the =2 2001

Some CLEC overbuilding: tn H2 01 CLRCs garned 2 4m nnes. winch
we beheve was crealed exclusively at the expense of the ILECs. or
18.000 lnes per business day. Some of these hines are Iost 10 caple
ielepnony or where CLECSs build their own connections directly 10
businesses In such cases, the CLEC has overbuill or completety
severeq the connection between the ILEC and tne customer. removing
the ILeC from 100% of their former revenue stream

Ratings: We maintan our Hold ratings on Bei'Soutn Corp.. Qwest
Communications. SBC Communications ang Verizon Communications.

PLEASE AEFER TO THE TEXT AT THE END OF THIS REPORT FOR OUR DI
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Investment summary and
conclusion

The concern 181t the CLECS: with a weak caoitai market, and tha techno Dubble-burst.
ine money CLECS need 10 build out a tocal network IS NOT available in the public or
bank markeis Ironically, the impact of CLEC competution has never been more
NEGATIVE tor RBOCs (we interchange the terms RBOCs and ILECs). Why? Because
the reguiators are forang unprohiable resale prcing upon the local ndustry through
Unbundled Network Eiements. or UNEs. What are UNES?

UNEs are network elements’ — switching. cocper Iines, data base hookups. fiber
trunks nto office buildings. etc., that the RBOC 1s torced to lease to the CLEC. When a
CLEC uses UNEs INSTEAD of building out its own copper loops, swilches. etc., it
avoids major capital expense, and ‘ndes’ the RBOCs' invesiments made over
decades. When capntal flowed freely to CLECs in the 1990s. CLECs took thal money
and decided 10 puwild therr own networks. At the time that seemed toc be a rational
decision: money would be available from Wall Street ‘forever’. and an owneg network
would pe more profitabie than a ieased one — eventualty. Unfonunately for those
CLECs that overbuilt over wide geographic ternitories, 1.e., the “X0s" of the worid that
decided there was a business case for a ‘'natonal — local’ infrastructure that served {in
retrospect) way {60 many cities. thereby never achieving density — the key to local
profitability — the capital markets dned up. Left. were the howd competitors 10 the Bells:
AT&T and MCI {(until now). who. over the last two years. have taken up UNE, or
leasing, ratner than construcling a second locai network, as the means 10 compete.
WrHY?

AT&T and MCI are very concerneg acou! losing long distance customers to the
RBOCs So even:f UNET 1snt as profianie as owneng your own network by being able
to offer iocal service promptly which UNE enables) and at a decent profit (which UNE
enables). the long aistance carners tan combar long distance customer defection,
making THEIR foray inio leasing loca: services more profitable by avowging iost long
distance revenS‘Es. than ar "XO' could have

P Hence. the recent rapid entry mte long distance Dy the RBOCs has been
accomparied by a rapid expansion of the use of UNEs by CLECs, principatly
AT&T and MC!

» States ruie over e Feas on local lelephory. States have been widening the
UNE discount ~ to the oetriment of the RBOCS - as a quid pro quo to RBOC
long aistance entry Local profit margins are much fatter (45%) than long
aistance marging (25%). so the current trade-ofi is a loser for the RBOCs.
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45 of GLEC lines served
resigential ang small business
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markets

“The cream skim” — business,

population density and
demographics

The current compettive policies tavor nch residental customers, large busnesses and
staies with greater population gensity. -

According to the FCC. 55% of CLEC iines servegd medurn and large busingsses and
government customers. In contrast. just 23% of ILEC lines served such customers.
Conversely, 45% of CLEC lines served residential and small business markets,
while over 75% of Bell lines served lower profil residential and small business
lines. Businesses and government offices are more densely packed. and spend more

per access ine thar resigents.

Thus. the ILECs are left holding the ‘bag’ - serving more of the costly (read:
geographically dispersed’ and lower paying ine base. We view the ‘cream skim' as
one of the most compelhing arguments that local competition regulation 1s destructive

and illogical.

Year-end 2001k CLEC line composmon

Figure 1: CLEC mccess ines. 1999-2001 )

25000 —- 12 0%
{20

PR R e
_arox &
- =
& [}
g . i
= B 0% 3
e 3032 4
I ~o n-
£ € 0% v
= 4
. E0% 3
& R )
o 0o - ¢
< [ %]
p sev. &
3 g

o
5000 - &
il ad
00
Dec-ot -
R 0 nes —— L. Marse' Snare
2% aut PUF
Sautee FCO

4 £ Dresane- Kienwort Wassersten




27 AuQust 2002  UNe-P the un-Profi

The poal ot the 1996 Act was 1o
creale the envirgnment for local
competitiorn. not create logai
competition

Cable telephony penetration s
nereasing even faster than
overall CLEC penetratign

Overbuild: 33%. but in key sectors much lower
Of the 33% overbuwild percentage. we estmate hat unger 5% of resigenia n2s ar

m

e

overbuill ines. We beueve this s 8 [eling statishic ane pernaps the mast :m2anant
this repor. In tne US at year-end 2007, tnere were 134m res:agnuia ant smai
business access ines. The majonty of overcuit knes are business imes. win a
concentration on megium ang large sizec busmnesses. Dur view 15 thal ine turen:
rules forcing RBOCs 10 resell iocal nes 10 CLECs at very geep ciscounts ate ot
course. The goal of the 1996 Act was to create the environment for local
competition, not create local competition. Although seemingly subtie. this 1s 8 huge
distinction. The 10ea s that to produce new. exciing services and pncing programs
requires a competitor 1o provide new, exciting semnviLes. Mow can tnat occur if the
CLEC is reseiling the RBOCs' service? With ony a 33% overbuilding rate. the gesired
outcome of the Act 1s unaccomphshed The :gea was 1o give the CLECs a means to
build custorner scaie upon whigh they could then justity buitding their own network,
since this 1s an ingustry of scale. in pomt of tact. the growth in UNE lmes 1s
accelerating; aespie the tact that the pase of CLEC customers 1s alse expanding. With
UNE, the CLECs are merely behaving as rational decision makers. If i's cheaper and
iess nisky to resel! rather than ouild. then reseli1s the answer, Unlike the long distance
mgustry, which s less of a natural monopoly smnce 1t takes just severalan dollars and
two to three years 10 buld a national network. except for the cream of the business
markel ang the creamr. :e. gemographicaliy gesrable (read: nch homeowners who
can buy many services; resigential market. a new natonal iocal network 1s unhkely to
emerge. We won't get o "wnat ifs.” but unger a more ratioral tocal competitive
framework, overbuilging might have occurred 10 a greater exient.

Sinking the sunk costs
Overbuilding erases any revenue contripubicn from former customers or prospective

customers that would have used a Be" + an overpullding CLEC wasn't around. It fully
‘strands’ the lines’ asse!s The Dusiness case 's easer 12 overbulld because they are
tocared in office bunaings anz otnerwise Dackeg more gensely So tne ‘cream skim
has Deen accompanigd by the ‘overbuts  “nat s tor years. CLECs such as Time
Warner Communications AT&T Business 2~3 WerndClom's MFS {although we believe
one of WCOM's cownfall was its inabuity tc 1everage tne MC! long distange base and
‘backsell’ an MFS toca progusi intc ! nave peen puiang their own trunks INto
business tocathons. either fully pypassing tne ILEC. or pernaps renting minimal network
subsegments sk as tne last ink inte 2 pullging. Now, cabie teiephony is copying the
CLECs on the resicental siGe By piggyDacking onto tne cabie television network, they
found an economical way 1o overcuns the 1ess gense resigential rase. a danger to the
Bells that have concerned us for some tme FCC siatistucs snow cable telephony
penetration increasing even faster thar overa! CLEC penetraliprn, and AT&T
Broadband reponed in 02 02 that for the firs® ume. its cabie lelepnony operations are
EBI/TDA-positive. valigaton tna! a means 1o crack’ the natural monopoly :n the local
residental market exisis It s1ii takes a Iot longer 10 geploy a cable lelephony hine than
a UNE line. Thus, cable telephony is probaoly impacting residental ines’ margins, but
not taking significant market share yet

5 £ Sresdne Kiemwor Vwassersien
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UNe-P: the Un-Probe. M TR S

Regulators hurting consumers in long run

The comomanon of very effective tobDying on the pan of smal ang large ireac AT&T
CLECs. and a demogratic FCC (thought to be fiendiy 10 1ong cistance anc C.Evs. noe
RBOCs) prooged the FGC to create the UNE-Platfarm. or UNZ-2. Tne =00 selged
that UNEs snouic be priced at a theoretical level, tnat 1s, what wouig t £ost ior a brang
new local network 1o add an access ine. The assumptions inciuge stare-of-me-an
networks throughout. ang perfect capital and man-hour deployments. In otner woras.
we believe these are imaginary. non-nistonic. therefore, 1N gur opion. this 15 an
unreasonable way o regulate an industry Another related issue 15 that of regutation
altogether. In tne 10 years of covenng this iIndustry. regulators have. 1IN our view. 1aken
an exponenually more involved role in the "day-to-gay” decisions about pricng.
mergers, service offerings, inter-carner relabionshups. etc. than before the 1986 Act. It
wasn't supposed 1o turn out that way Regulators have moved to an aciive stance to
regesign the industry. from a passive stance where carriers knew the rules and
operated freesy within them. They knew wna! their returns would be, and didn’t have to
make the very nsky types of investments RBOCs have made in the past few years to
compensate {or the loss of growth in the core business that has destroyed shareholder
value. On top of that tne reguiators have had the nerve to reguiate tne newer high-rsk
caputai retum'orc;}et:ts'such as O5L. Now every carnier move 1s scrutinized by a state or
FCC hearing. siowing gown the communications revolution of the late 1930s. In the
shom run. the consumer wins with these artficially lowered locai rates. In the long term,
the consumer wili suffer as ILECs cut their caoital budgets by 30%. which will produce
fewer services. more network outages. and crummier customer service. The regulators
don't understand that the local industry. uniike the long distance industry, is the closest
thing In telecems to a “natural” moncpoly Wireless, long distance and undersea
networks cost fess per 0S-C to buiid. anc are ¢onstructed m a matter of months or a
year or two. not the many years It takes (e build a2 'ocal fandline network
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